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RECENT DEVELOPMENTS IN ACCOUNTING

Status of Studies
Wheat Report

Far reaching changes are being made in the methods
by which standards are set for corporate financial reports.
The changes will be made by implementing the recommendations

of the seven-member blue-ribbon study group formed by the
American Institute of CPAs about a year ago.
Chaired by Francis M. Wheat, an attorney and former

Securities and Exchange Commissioner, the study group sub
mitted its report on March 29 and copies were distributed

widely throughout the accounting profession and financial
and government circles.

The report quickly gained the support

of major business and professional organizations and of the
SEC.

The proposals contained in the report were adopted by

the American Institute’s Board of Directors on April 11 and

by its 250-member governing Council on May 2.

The new plan creates a full-time, paid, seven-man
Financial Accounting Standards Board to replace the present

voluntary eighteen-member Accounting Principles Board.

The

objectives are to provide a more representative base for de

cisions and to obtain faster action on accounting problems
as they arise.

A charter and by-laws for the new Financial Account
ing Foundation, called for by the plan, are already being
drafted by the Institute’s legal counsel in consultation with
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four participating organizations:

American Accounting Asso

ciation, Financial Analysts Federation, Financial Executives
Institute, and National Association of Accountants.

The new

Foundation will be governed by a nine-man Board of Trustees,

whose principal duties will be to appoint the members of the
Financial Accounting Standards Board and raise funds for its

operation.
The President of the AICPA will be ex officio a

trustee of the Foundation and the other eight trustees will
be appointed by the AICPA Board of Directors.

Four of these

eight trustees will be CPAs in public practice.

Of the

remaining four, two will be financial executives, one a

financial analyst and one an accounting educator, these
members being chosen from short lists submitted by the four
participating organizations.
The Financial Accounting Standards Board will in

clude four CPAs drawn from public practice.

The other three

need not hold a CPA certificate but will have extensive ex

perience in the financial reporting field.
In addition, the Board will be assisted by a 20-

member Advisory Council drawn from a variety of occupations.
Early inquiries indicate financial support for the

plan will be forthcoming from a wide range of sources.

The

minimum contribution which can be expected from the accounting
profession alone will be approximately $10,000,000 over a five

year period.
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Trueblood Study

Meanwhile, another major study group formed about
a year ago is making progress in its effort to refine the

objectives of financial statements.

Chaired by Robert M.

Trueblood, a practicing CPA and past president of the American

Institute, the nine-member group includes a financial analyst,
an economist, two industrial executives, two accounting pro
fessors and two other CPAs from public practice.

The study group holds monthly two-day meetings and
held a public hearing in New York last week.

A mass of

literature on the subject has been accumulated and many inter
views of key people in various occupations have been conducted.

The study is considering the objectives of accounting
and financial reporting as it is presently done and is also
looking into other systems of reporting which may be more
responsive to future needs, including fair value reporting,

price level adjustments and profit forecasting.

port is expected late this year.

A final re
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APB Opinions Issued in 1972

Since it is about to be replaced by the new Finan

cial Accounting Standards Board, the Accounting Principles

Board is completing projects that are well along and
summarizing progress on others for the benefit of the new
Board.

The APB expects to wind up its business by December

31, 1972 or soon after.

The FASB should be formed and opera

ting early in 1973.
I will tell you where some APB projects stand and

David Norr will tell you about the others.
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Accounting for Income Taxes - Special Areas
The APB has just issued its Opinion 23 on Account

ing for Income Taxes - Special Areas, dealing with the appli
cation of deferred tax accounting in three of the five

special problem areas which Opinion 11 left for further study.
The five areas are undistributed earnings of sub

sidiaries, amounts designated as "policyholders’ surplus” by
stock life insurance companies, ’’general reserves” of stock

savings and loan associations, deposits in statutory reserve
funds by United States steamship companies, and intangible

development costs in the oil and gas industry.

This last

area was to be considered in a proposed Opinion on accounting

problems in the extractive industries, but the whole area will

now be left for the attention of the FASB.

Also, the APB is

further deferring consideration of tax allocation on deposits
in statutory reserve funds by United States steamship com

panies, pending issuance of regulations interpreting the

Merchant Marine Act of 1970.

This subject, too, will probably

be left for the FASB.

As to savings and loan associations and life insur
ance companies, Opinion 23 notes that resulting book-tax
differences may not reverse until indefinite future periods,

if ever, and reversal is dependent on specific action by the

taxpayer.

Therefore, deferred income taxes ordinarily should

not be accrued on additions to the reserve for bad debts for
tax purposes in excess of the book provision for doubtful
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accounts of savings and loan associations, and differences

between taxable income and pretax accounting income attribut

able to policyholders’ surplus of stock life insurance com
panies.

However, if circumstances indicate that a savings

and loan association or a life insurance company is likely

to pay income taxes, either currently or in subsequent years,
because of known or expected reductions in the bad debt re
serve of the association or in policyholders' surplus of the

insurance company, income taxes attributable to the reduction
should be accrued as a current tax expense.

In Opinion 23, the APB concludes that including
undistributed earnings of a subsidiary in the pretax account

ing income of a parent company may result in a timing difference,
in a difference that may not reverse until indefinite future

periods, or in a combination of both types of differences,
depending on the intent and actions of the parent company.

The APB presumes that all undistributed earnings of a sub
sidiary will be transferred to the parent company and a timing

difference is created, unless certain criteria are met.

Income

taxes attributable to a timing difference should be accounted
for in accordance with the provisions of Opinion 11 for inter

period allocation of taxes.

The presumption that all undis

tributed earnings will be transferred to the parent company

may be overcome, and no income taxes should be accrued by the

parent company, if sufficient evidence shows that the subsidiary

has invested or will invest the undistributed earnings inde
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finitely or that the earnings will be remitted in a tax-free
liquidation.

The notes to the financial statements must dis

close a declaration of intent to reinvest undistributed

earnings or to remit in a tax-free liquidation and must also
disclose the cumulative amount of undistributed earnings on

which the parent company has not recognized income taxes.
The conclusions with respect to undistributed earnings of

a subsidiary apply also to earnings of a Domestic Inter
national Sales Corporation (DISC).
The question of tax allocation arises in a related

area under Opinion 18 which extends use of the equity method
of accounting to all unconsolidated subsidiaries, corporate

joint ventures and other common stock investments of signifi
cance, usually 20% or more.

Opinion 23 treats all subsidiaries

alike whether included in consolidation or accounted for by
the equity method, and accords similar treatment to corporate

joint ventures.
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Accounting for Income Taxes - Equity Method

In Opinion 24, Accounting for Income Taxes - In
vestments in Common Stock Accounted for by the Equity Method
(Other than Subsidiaries and Corporate Joint Ventures), which

was issued at the same time as Opinion 23, the APB takes a
different position on accruing income tax on undistributed

earnings for investments in common stock other than subsi

diaries and corporate joint ventures.

Where the investor

uses the equity method of accounting for investments in which
he has the ability to exercise significant influence but not

control, usually 20% to 50% of voting stock, income tax should
be provided on undistributed earnings because of the presumption
that the earnings will be realized in the form of dividends

or capital gains.
Opinions 23 and 24 are effective for fiscal periods

beginning after December 31, 1972.
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APB Opinions Exposed or Near Exposure

Accounting for Stock Issued to Employees
This month the APB is issuing an exposure draft
of a proposed Opinion on Accounting for Stock Issued to

Employees.
In view of the proliferation of new types of

stock option and other stock compensation plans, including

tandem and phantom plans, the APB developed proposed guide

lines for recognizing the compensation expense involved.

Previously, in March 1971, the Institute staff issued an

Accounting Interpretation on stock compensation plans which
called for recognition of compensation expense unless the
grantee paid an amount at least equal to fair value at date

of grant.

The exposure draft now deals with when and how com

pensation cost should be measured in various types of stock
compensation plans.

Among other things the draft proposes

that the measurement date to determine compensation cost
under stock option, purchase or bonus plans is the date on
which the number of shares and the option or purchase price
are known.

For the traditional plans discussed in Chapter 13-B
of Accounting Research Bulletin 43, the measurement date con
tinues to be the date of grant or award.

For some new types

of plans which use a formula to determine the number of shares

an employee will receive or the amount an employee will pay
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to receive a fixed number of shares, the measurement date is
the date both the number of shares and the amount are deter

minable.
Also, the draft states that the compensation cost
should be measured in terms of quoted market price of the

shares of stock at the measurement date of the option, pur

chase, or bonus right less the amount the employee is re
quired to pay to acquire the stock.

This amends Chapter 13B

of ARB 43, in which measurement was in terms of fair value.
Measuring compensation cost by the cost to an

employer corporation of treasury stock that is distributed
through a stock compensation plan is not acceptable, except
where the corporation acquires the stock during the fiscal

period for which it is awarded and shortly thereafter awards

it to employees for services during that period.
The draft states that compensation cost should be

recognized as expense over the period the employee performs
related services.
The proposed Opinion states that income tax bene
fits which are more or less than an amount related to recorded

compensation expense should be excluded from net income and

credited or charged to capital.
The timetable for this Opinion calls for final
approval at the July 26-28 meeting of the APB.

It will apply

to all stock option, purchase, award and bonus rights granted
by an employer corporation to an individual employee after

June 30, 1972.
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Early Extinguishment of Debt

The APB is also about to expose a draft Opinion
on Early Extinguishment of Debt.

This subject became an

important problem when many of the debt issues being reacquired
were convertibles which were selling at a deep discount.

In

asmuch as a convertible security has some elements of equity

as well as debt, the question arose as to whether some portion
of the discount should be an addition to capital or whether

it should all be income.
The draft calls for accounting for the discount as

if the security were a debt security.

This is consistent with

Opinion 14 which holds that no amount of the proceeds should

be allocated to the convertible feature of a convertible
security at the time it is issued.

A study of the problem led the APB to broaden its
consideration to cover purchase and retirement of all debt --

whether convertible or not and whether at a discount or
at a premium.

Therefore, the proposed Opinion reconsiders

all aspects of Chapter 15 of Accounting Research Bulletin 43

on Unamortized Discount, Issue Cost and Redemption Premium
on Bonds Refunded.
The draft requires the immediate recognition in

income of all gains and losses and unamortized premium, dis
count and issue costs of debt reacquired.

This rules out the

presently accepted methods of spreading these amounts over
the remaining life of the old issue or the life of a refunding

issue.
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The Opinion is expected to be effective for all

extinguishments of debt occurring after December 31, 1972.
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Remaining APB Agenda for 1972

Leases
Because of the complex and changing nature of

American business and the way in which accounting principles

are applied in practice, the APB must constantly review the

applicability and effectiveness of previous pronouncements.
One such matter relates to accounting for leases.

An earlier

Opinion noted an apparent inconsistency between accounting

methods recommended for lessors and lessees.

In reconsidering

this problem, the Board has been reviewing some basic problems
of both lessors and lessees.

Opinion 7 described the operating and financing

methods of accounting for lease revenues by lessors and
described conditions under which each method is appropriate.

That Opinion also specified that a manufacturer could record
a manufacturing profit upon entering into a financing lease,

provided certain conditions were met.

Practice under this

Opinion has raised questions as to the adequacy of criteria
for this purpose.

Some lessors have recorded manufacturing

profit upon entering into a lease for as short a period as
one year.

The APB intends to tighten up on this area by

issuing an Opinion before the end of 1972.

Meanwhile, the

Institute staff has issued an Accounting Interpretation which
greatly restricts the recognition of lease transactions as

sales.
lessors.

The APB may also deal with accounting by third-party
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As to lessees, the APB has decided to leave the

subject of capitalization of leases for consideration by the
new Financial Accounting Standards Board.
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Non-cash Transactions
The APB is studying also the question of trans
fers of assets which do not involve cash.

This includes

distribution of appreciated non-cash assets from an enter

prise to its owners and exchanges of non-cash assets with
other than owners.

The principal question involved is

whether an increase in value of the assets should be

accounted for at the time of the transfer.
is to be published by year end.

A final Opinion
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Audit Guides

The Institute’s program for improving accounting
principles also includes a series of audit guides for specific

industries.

These guides are prepared by committees of In

stitute members who are specialists in the particular industry,
thus expanding the capability of the Institute for setting

standards beyond that represented on the APB.

To assure

consistency of accounting principles, however, an audit guide
is released only after being reviewed by the chairman of the

APB for overall conformity with the more pervasive pronounce
ments of the APB.

Audit guides, like APB Opinions, are ex

posed in draft form on a limited basis for comment prior to
final issuance.

A concerted effort will be made to publish or approve
by year end audit guides in the following industries:
Savings and loan associations

Television films

Franchising companies

Stockbrokers and dealers
Retail land sales companies

Stock life insurance companies
Development stage companies

Investment companies
Finance companies
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I shall describe briefly some of the main issues

involved and proposed recommendations.

Please bear in mind

that the proposals are merely tentative and final recommenda
tions may be significantly different.
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Savings and Loan Associations

The audit guide for savings and loan associations

should have the effect of increasing uniformity in financial

reporting in this industry.
The guide provides that real estate acquired
through foreclosure should be valued at the lower of cost
In determining market, the guide provides that

or market.

it may be determined by using a current net selling price,
or estimated net realizable value when current disposition

is unlikely.

In some instances in the past, particularly

in California, associations have not provided for holding
costs when property was acquired.

Rather, they have

treated them as period costs when incurred and thus avoided
reporting the total impact of the loss at acquisition.

In

general, the effect of the proposed method of accounting
will result in substantially larger loss allowances to be
recorded in the year of acquisition.

The guide will also require that where current
yield on mortgages differs from the rate set forth in the

face of a note, the difference should be accounted for in

conformity with APB Opinion 21 - Interest on Receivables
and Payables.
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Television Films

An Institute committee is preparing a guide
devoted to a highly specialized accounting problem, that

of accounting for revenue from licensing feature films
to television networks.

At least four different accounting

methods are now in use, producing widely varying results.

The committee recommends use of the sales method whereby
revenue is recognized when the license period begins and
the following five conditions have been met:

1. The sales price for each film is known.

2. The cost of each film is known or reasonably
determinable.

3. Collectibility is reasonably assured.
4. The film has been accepted by the licensee
in accordance with conditions of the license
agreement.

5. The film is available — that is, the right
is deliverable by the licensor and exercisable

by the licensee.
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Franchising Companies

The main accounting problem of franchising

companies is accounting for revenue from initial franchise
fees.

The committee proposal is that revenue should be

recognized when the franchise sale is completed and (1)
there is no obligation to return any part of the fee,

(2) substantially all of the initial services required of
the franchisor have been performed, (3) any other con

ditions which affect consummation of the sale have been
met and (4) collectibility of the receivable arising from

any unpaid portion of the fee is reasonably assured.
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Stockbrokers and dealers
The audit guide for stockbrokers and dealers
will not result in major accounting changes in published

financial statements.

It will place in authoritative

literature accounting and disclosure practices which were

substantially agreed upon by the accounting profession, the

industry, and the SEC a few years ago when brokerage houses
began selling their own stock to the public.

The most

significant change is to value marketable trading and in

vestment securities at current market value and to value
investments that are not readily marketable at fair value

as determined by the management, with changes in value, and
the related income tax effect, included in net income.

The guide will also recommend presentation of

income statements and full footnote disclosures whenever
balance sheets are presented, thus making complete statements

available to customers as well as investors.
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Stock Life Insurance Companies

The guide for stock life insurance companies pro
poses a shift from statutory requirements to generally

accepted accounting principles.

Much of the draft is con

cerned with how the liability for policyholder benefits
should be determined.

The guide discusses acceptable methods

of determining the various elements which make up the aggre

gate liability for policyholder benefits, including acquisition
costs, future interest rates, assumed mortality rates, with
drawals and policyholder dividends.

Also, costs of acquiring

new business would be spread over the periods in which income
is recognized.

Present practice is to write off these expenses

as incurred.
The effect of these proposals will be higher re

ported earnings for most stock life insurance companies, be
cause of moving away from the extremely conservative esti

mating requirements of regulatory commissions.
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Development Stage Companies

A proposed guide on accounting for companies in
the development stage calls for capitalizing all costs

during the development stage, including preoperating costs.
The guide recommends that transactions in which securities

are issued in exchange for property or services be recorded
in dollars in every instance.

Three basic financial statements are proposed:

1. Preoperating accountability statement
2. Statement of investment by stockholders
3. Statement of preoperating financial activities.
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Investment Companies
The audit guide for investment companies pro

poses no major changes in accounting practice in this
highly regulated industry.
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Finance Companies

The proposed audit guide for finance companies
deals with consumer loan,commercial, and sales finance
companies, both captive and independent.

Accounting

practices vary widely in this industry and the Institute

committee is seeking guidelines to bring about greater
comparability in reporting.

The biggest problem is to

agree on the best method of recognizing income earned
on discounted receivables.
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Deferred for Action by New FASB

Obviously, there are some subjects that the APB
will not be able to deal with in the time that remains

before it will be succeeded by the new Financial Accounting
Standards Board.

Therefore, the APB is summarizing progress

to date on these subjects and will turn over its files to

the FASB to assist it in considering the subjects.

Such

matters include accounting for leases by lessees, accounting

for investments in marketable securities, accounting problems
in the extractive industries and reporting on diversified
companies by lines of business.
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Accounting Research Studies
The Institute’s Accounting Research Division has

ten research studies in progress at the moment.

In the past,

as each accounting research study was completed, the subject

came to the APB for consideration of an Opinion.

A study on reporting foreign operations of U.S.

companies in U.S. dollars is at the printer and will be pub

lished this summer.
Last December the APB issued an exposure draft

on this subject, but in January deferred action on it
pending publication of the research study and further study
of problems caused by devaluation of the U.S. dollar.

Many

excellent comments were received on the exposure draft which
should be helpful to the FASB in its deliberations on the

subject.

No decision has yet been made as to which of the

other nine studies can reasonably be completed and which
should be turned over to the FASB in their present stage of
completion.

Prospects for completing four studies in 1972 are
good.

They are:

Intercorporate investments
Research and development expenditures
The accounting basis for inventories
Stockholders’ equity
The five studies which will probably not be com

pleted this year are:
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Depreciation methods
Transnational financial reporting
to investors
Working capital
Concept of materiality
Asset and liability valuation and
periodic income measurement
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Conclusion

From the foregoing comments, it should be apparent
that the new FASB will be facing the same old problems that
faced the old APB.

I believe that all who are interested in

financial reporting recognize that solutions are urgently
needed.

And I believe they would join me in hoping that

the FASB gets off to a fast start and takes timely action

wherever needed.

